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June 10, 1999
The Auditing Standards Board (ASB) is developing t w o forms of guidance on planning and
performing auditing procedures for financial statement assertions about financial instruments —
a Statement on Auditing Standards (SAS) and a nonauthoritative Practice Aid. The ASB
believes guidance is needed primarily because of the wide variety of financial instruments, the
expanding accounting requirements to provide fair value information about them through
financial statement measurements and disclosures, and the increasing tendency for entities to
use service organizations to help them manage activities involving financial instruments.
Accompanying this letter is an exposure draft, approved by the ASB, of a proposed SAS titled
Auditing Financial Instruments and a summary of its significant provisions. The proposed SAS
provides a framework for auditors to use in planning and performing auditing procedures for
assertions about all financial instruments, whether they are accounted for using generally
accepted accounting principles or an other comprehensive basis of accounting. It does not
address accounting requirements or specific types of financial instruments. In developing the
proposed SAS, the ASB solicited comments from twelve AICPA committees representing
constituencies likely to be affected by the guidance.
The Practice Aid will show how to use the framework provided by the proposed SAS to
address a variety of practice issues, including those for assertions about specific types of
financial instruments and for assertions based on specific accounting requirements.
For
example, it will show how to use the general guidance in the proposed SAS in evaluating
evidential matter for valuation assertions about various types of derivative financial instruments
accounted for under Financial Accounting Standards Board (FASB) Statement of Financial
Accounting Standards No. 133, Accounting for Derivative Instruments and Hedging Activities.
Paragraph 14 of the proposed SAS gives examples of traits of valuation assertions that may
require the auditor to use considerable judgment in evaluating evidential matter about them and
refers the auditor to the existing authoritative guidance on auditing accounting estimates and
using the work of a specialist. Valuation assertions about derivative financial instruments
accounted for under FASB Statement No. 133 may have one or more of those traits. They
may be based on highly subjective assumptions about future cash flows, or they may be
particularly sensitive to slight changes in the underlying assumptions, such as a valuation based
on interest rate assumptions over a long period. They also may have extremely complex
features that require similarly complex accounting considerations.
To help readers of the exposure draft consider how the proposed SAS would be applied in
practice, information about the Practice Aid's guidance will be provided through the AlCPA's
Web site (http://www.aicpa.org) during the exposure draft's comment period. The information
will be updated as guidance is developed. The ASB plans to issue the SAS and the Practice
Aid at approximately the same time and to periodically update the Practice Aid to address new
accounting and auditing pronouncements and new financial instruments. The ASB believes the
combination of the SAS and a Practice Aid that can be updated will enhance its ability to
provide timely guidance responsive to existing and emerging practice issues.
Comments or suggestions on any aspect of this exposure draft will be appreciated. To
facilitate the ASB's consideration of responses, comments should refer to specific paragraphs
and include supporting reasons for each suggestion or comment.
American Institute of Certified Public Accountants
1211 Avenue of the Americas, New York, NY 10036-8775 (212) 596-6200 • fax (212) 596-6213

The CPA. Never Underestimate The Value. SM

In developing guidance, the ASB considers the relationship between the cost imposed and the
benefits reasonably expected to be derived from audits. It also considers the differences the
auditor may encounter in the audit of financial statements of small businesses and, when
appropriate, makes special provisions to meet those needs. Thus, the ASB would particularly
appreciate comments on those matters.
Written comments on the exposure draft will become part of the public record of the AICPA
and will be available for public inspection at the offices of the AICPA after October 10, 1999,
for one year. Responses should be sent to Judith M. Sherinsky, Technical Manager, Audit and
Attest Standards, File 2405, AICPA, 1211 Avenue of the Americas, New York, NY 3 00368775 in time to be received by September 10, 1999. Responses also may be sent by
electronic mail via the Internet to jsherinsky@aicpa.org.
Sincerely,

Deborah D. Lambert
Chair
Auditing Standards Board

Thomas Ray
Director
Audit and Attest
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SUMMARY
W H Y ISSUED
This proposed S t a t e m e n t on A u d i t i n g Standards (SAS) provides guidance t o auditors in
planning and performing auditing procedures for financial s t a t e m e n t assertions about financial
i n s t r u m e n t s . The A u d i t i n g Standards Board (ASB) believes the guidance is needed primarily
because of expanding requirements for financial s t a t e m e n t s t o provide i n f o r m a t i o n about t h e
fair value of financial instruments and t h e increasing t e n d e n c y for entities t o use service
organizations t o help t h e m manage activities involving financial i n s t r u m e n t s .

W H A T IT DOES
This proposed SAS —
a.

Indicates t h a t an auditor may need special skill or k n o w l e d g e t o plan and
perform auditing procedures for certain assertions about financial instruments
and provides guidance on obtaining t h a t skill or k n o w l e d g e .

b.

Provides guidance on inherent risk considerations for assertions about financial
instruments.

c.

Provides guidance on control risk considerations for assertions about financial
i n s t r u m e n t s , including considerations w h e n t h e entity uses one or more service
organizations.

d.

Indicates t h a t evaluating evidential matter for assertions about financial
instruments may require t h e auditor t o use considerable j u d g m e n t and provides
general guidance for those situations.

e.

Provides general guidance on auditing considerations related t o t h e initial
designation of a financial instrument as a hedge and the continued application of
hedge a c c o u n t i n g .

f.

Indicates t h a t a service organization's services may affect t h e nature, t i m i n g ,
and e x t e n t of the auditor's substantive tests in a variety of w a y s .

g.

Provides examples of substantive tests for t h e
completeness, and rights and obligations assertions.

h.

Provides guidance on substantive t e s t s of valuation assertions t h a t are based on
m a n a g e m e n t ' s intent and ability, including consideration of generally accepted
accounting principles t h a t require management to d o c u m e n t its intentions.

i.

Provides guidance on designing substantive t e s t s of valuation assertions based
on c o s t , an investee's financial results, a m o u n t s due under a c o n t r a c t , and fair
value, including guidance for evaluating m a n a g e m e n t ' s consideration of t h e need
t o recognize impairment losses.

existence

or

occurrence,

HOW IT AFFECTS EXISTING STANDARDS
This proposed SAS would supersede SAS No. 8 1 , Auditing

Investments.
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PROPOSED STATEMENT ON AUDITING STANDARDS
AUDITING FINANCIAL INSTRUMENTS

APPLICABILITY
1.
This Statement on Auditing Standards (SAS) provides guidance to auditors in planning
and performing auditing procedures for assertions about financial instruments 1 that are made in
an entity's financial statements 2 . Those assertions are classified according to five broad
categories that are discussed in SAS No. 3 1 , Evidential Matter (AICPA, Professional Standards,
vol. 1, AU sec. 3 2 6 . 0 3 - . 0 8 ) , and address —
a.

Existence or occurrence.

b.

Completeness.

c.

Rights and obligations.

d.

Valuation or allocation.

e.

Presentation and disclosure.

THE NEED FOR SPECIAL SKILL OR KNOWLEDGE TO PLAN AND PERFORM AUDITING
PROCEDURES
2.
The auditor may need special skill or knowledge to plan and perform auditing procedures
for certain assertions about financial instruments. For example —
•

Identifying controls placed in operation by a service organization that provides
services that are part of the information system for the entity's financial

1

This SAS uses the definition of financial instrument that is in appendix F of Financial Accounting Standards Board
(FASB) Statement of Financial Accounting Standards No. 133, Accounting for Derivative Instruments and Hedging
Activities. Therefore, for purposes of applying the guidance in this SAS, a financial instrument is cash, evidence of
an ownership interest in an entity, or a contract that both—
a.
Imposes on one entity a contractual obligation (i) to deliver cash or another financial instrument to
a second entity or (ii) to exchange financial instruments on potentially unfavorable terms with the
second entity.
b.
Conveys to that second entity a contractual right (i) to receive cash or another financial instrument
from the first entity or (ii) to exchange other financial instruments on potentially favorable terms
with the first entity.
2

The guidance provided in this SAS applies to audits of financial statements prepared in accordance with generally
accepted accounting principles or a comprehensive basis of accounting other than generally accepted accounting
principles. Such other bases of accounting are described in SAS No. 62, Special Reports (AICPA, Professional
Standards, vol. 1, AU sec. 623.04), and references in this SAS to generally accepted accounting principles are
intended to include them where relevant to the basis of accounting used.
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instruments may require t h a t t h e auditor have an understanding of t h e operating
characteristics of entities in a certain industry, for example, financial institutions.
•

Obtaining an understanding of an e n t i t y ' s i n f o r m a t i o n s y s t e m for derivative
financial i n s t r u m e n t s , including services provided by a service organization, may
require t h a t t h e auditor have special skill or k n o w l e d g e w i t h respect t o c o m p u t e r
applications w h e n significant information about those financial instruments is
t r a n s m i t t e d , processed, maintained, or accessed electronically.

•

Understanding generally accepted accounting principles for financial instrument
assertions may require t h a t the auditor have special k n o w l e d g e because of the
c o m p l e x i t y of those principles.
In addition, a financial instrument may have
c o m p l e x features t h a t require t h e auditor t o have special k n o w l e d g e t o evaluate
their measurement and disclosure in c o n f o r m i t y w i t h generally accepted
a c c o u n t i n g principles.
For example, features embedded in c o n t r a c t s or
agreements m a y require separate a c c o u n t i n g , and c o m p l e x pricing structures
may increase t h e c o m p l e x i t y of the assumptions used in measuring t h e
i n s t r u m e n t at fair value. A l s o , generally accepted a c c o u n t i n g principles may
vary depending on t h e t y p e of financial i n s t r u m e n t , t h e nature of t h e t r a n s a c t i o n ,
and t h e t y p e of e n t i t y .

3.
The auditor may decide t o seek the assistance of employees of t h e auditor's f i r m , or
others outside the f i r m , w i t h t h e necessary skill or k n o w l e d g e . SAS No. 2 2 , Planning
and
Supervision
(AICPA, Professional
Standards,
v o l . 1 , A U sec. 3 1 1 ) , provides guidance on t h e
use of individuals w h o serve as members of t h e audit t e a m and assist t h e auditor in planning
and performing auditing procedures. The auditor also may plan t o use t h e w o r k of a specialist.
SAS No. 7 3 , Using the Work of a Specialist (AICPA, Professional
Standards,
v o l . 1 , A U sec.
3 3 6 ) , provides guidance on the use of the w o r k of specialists as evidential matter.

AUDIT RISK A N D MATERIALITY
4. •
SAS No. 4 7 , Audit Risk and Materiality
in Conducting
an Audit (AICPA,
Professional
Standards, v o l . 1 , A U sec. 3 1 2 ) , provides guidance on t h e auditor's consideration of audit risk
and materiality w h e n planning and performing an audit of financial s t a t e m e n t s in accordance
w i t h generally accepted auditing standards. It requires t h e auditor t o design procedures t o
obtain reasonable assurance of detecting m i s s t a t e m e n t s of assertions about financial
instruments t h a t , w h e n aggregated w i t h m i s s t a t e m e n t s of other assertions, could cause t h e
financial s t a t e m e n t s taken as a w h o l e t o be materially m i s s t a t e d .
W h e n designing such
procedures, the auditor should consider t h e inherent, c o n t r o l , and d e t e c t i o n risks for t h e
assertions.
Inherent Risk

Considerations

5.
The inherent risk for an assertion about financial instruments is its susceptibility t o a
material m i s s t a t e m e n t , assuming there are no related controls. Examples of considerations t h a t
might a f f e c t t h e auditor's assessment of t h e inherent risk for assertions about financial
instruments include —
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•

Management's objectives. For example, in response to management's objective
of minimizing the risk of loss from changes in market conditions, the entity may
enter into derivative financial instruments as hedges. The use of hedges is
subject to the risk that market conditions will change so that the hedge is no
longer effective and continued hedge accounting will improperly exclude
unrealized gains and losses from net income. That increases the inherent risk for
certain assertions about those instruments.

•

The complexity of the features of the financial instrument.
As an example,
interest payments on a structured note may be based on t w o or more factors,
such as one or more interest rates and the market price of certain equity
securities. A formula may dictate the interaction of the factors, such as a
prescribed interest rate less a multiple of another rate.
The number and
interaction of the factors may increase the inherent risk for assertions about the
fair value of the note.

•

Whether the transaction that gave rise to the financial instrument involved the
exchange of cash. As an example, a foreign exchange forward contract that is
not recorded at its inception because the entity does not pay cash to enter into
the contract is subject to an increased risk that it will not be identified for
subsequent adjustment to fair value.

•

The entity's experience with the financial instrument. For example, under a new
arrangement, an entity may pay a small deposit to enter into a futures contract
for foreign currency to pay for purchases from an overseas supplier.
The
entity's lack of experience with such financial instruments may lead it to
incorrectly account for the deposit, such as treating it as inventory cost, thereby
increasing the risk that the contract will not be identified for subsequent
adjustment to fair value.

•

Whether the financial instrument is freestanding or an embedded feature of an
agreement. As an example, an option to convert the principal outstanding under
a loan agreement into equity securities is less likely to be identified for
measurement and disclosure considerations if it is a clause in a loan agreement
than if it is a separate agreement. Similarly, a structured note may include a
provision for payments related to changes in a stock index or commodities prices
that requires separate accounting.

•

Whether external factors affect the assertion. As an example, the increase in
credit risk associated with amounts due from entities that operate in declining
industries increases the inherent risk for valuation assertions about those
financial instruments. In addition, significant changes in and volatility of general
interest rates increase the inherent risk for the valuation of derivative financial
instruments whose value is significantly affected by interest rates.

Control Risk Considerations
6.
SAS No. 55, Consideration of Internal Control in a Financial Statement Audit, as
amended by SAS No. 78 (AICPA, Professional Standards, vol. 1, AU sec. 319), requires the
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auditor to obtain an understanding of internal control over
instruments that will enable the auditor to do all of the following:

assertions

about

financial

a.

Identify the types of potential misstatement of the assertions

b.

Consider factors that affect the risk that the misstatements would be material to
the financial statements

c.

Design substantive tests

7.
After obtaining this understanding, the auditor should assess control risk for the
assertions. The auditor may assess control risk at the maximum level because the auditor
believes controls are unlikely to pertain to the assertion, are unlikely to be effective, or because
evaluating their effectiveness would be inefficient.
Alternatively, the auditor may obtain
evidential matter about the operating effectiveness of controls to support a lower assessed
level of control risk for the assertion. Examples of considerations that might affect the
auditor's assessment of control risk for assertions about financial instruments include —
•

Whether controls reflect management's objectives.

•

The process that management uses to inform its personnel of controls.

•

The system that management uses to capture information about financial
instruments.

•

How management assures itself that controls over financial instruments are
operating as designed.

8.
The extent of the understanding of internal control over financial instruments obtained
by the auditor depends on how much information the auditor needs to identify the types of
potential misstatements, consider factors that affect the risk of material misstatement, and
design tests. The understanding obtained may include controls over financial instrument
transactions from their initiation to their inclusion in the financial statements.
It may
encompass controls placed in operation by the entity and by service organizations whose
services are part of the entity's information system. SAS No. 55 as amended by SAS No. 78
(AICPA, Professional Standards, vol. 1, AU sec. 319.34) defines the information system as the
methods and records established by an entity to record, process, summarize, and report entity
transactions and to maintain accountability for the related assets, liabilities, and equity. A
service organization's services are part of the entity's information system for financial
instruments if they affect any of the following:
a.

How the entity's financial instrument transactions are initiated

b.

The accounting records, documentation supporting the entity's financial
instrument transactions, and specific accounts in the financial statements
involved in the processing and reporting of those transactions

c.

The accounting processing involved from the initiation of financial instrument
transactions to their inclusion in the financial statements, including electronic
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means (such as computers and electronic data interchange) used to transmit,
process, maintain, and access information
d.

The process the entity uses to report information about financial instrument
transactions in its financial statements, including significant accounting
estimates and disclosures

9.
Examples of a service organization's services that would be part of the entity's
information system are —
•

The initiation of the purchase or sale of
organization acting as investment advisor.

equity securities

by a service

•

Services that are ancillary to holding 3 an entity's investment in debt and equity
securities such as —
—

Collecting dividend and interest income and distributing that income to
the entity.

—

Receiving notification of corporate actions.

—

Receiving notification of security purchase and sale transactions.

—

Receiving payments from purchasers and disbursing proceeds to sellers
for security purchase and sale transactions.

—

Maintaining records of financial instrument transactions for the entity.

•

Servicing mortgage loans through the initiation and accounting processing of
activities related to collections, foreclosures, and property taxes and insurance.

•

The provision of market quotes on debt and equity securities by a pricing service
through paper documents or electronic downloads the entity uses to value its
securities for financial statement reporting.

10.
Examples of a service organization's services that would not be part of the entity's
information system are —
•

A deposit arrangement in which a bank disburses funds through checks written
by the entity and the entity initiates the disbursements and performs the
accounting processing of the checks from their initiation to their inclusion in the
financial statements.

•

The execution by a securities broker of trades that are initiated by either the
entity or its investment advisor.

3

In this SAS, maintaining custody of financial instruments, either in physical or electronic form, is referred to as
holding, and performing ancillary services is referred to as servicing.
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•

The holding of an entity's investments in debt and equity securities.

11.
An auditor who needs information about the nature of a service organization's services
that are part of the entity's information system, or its controls over those services, to plan the
audit may be able to gather the information by, for example —
•

Reading user manuals or other systems documentation about the services
provided.

•

Inquiring of or observing personnel at the entity or at the service organization.

•

Reading contracts for the services.

•

Reading reports by auditors 4 on the information system and other controls
placed in operation by the service organization.

In addition, information about the service organization's services, or its controls over those
services, obtained through the auditor's prior experience with the service organization may be
helpful in planning the audit.
12.
If the auditor plans to assess control risk below maximum for one or more assertions
about financial instruments, the auditor should identify specific controls relevant to the
assertions that are likely to prevent or detect material misstatements and that have been placed
in operation by either the entity or the service organization and gather evidential matter about
their operating effectiveness. Evidential matter about the operating effectiveness of a service
organization's controls may be gathered through tests performed by the auditor or by an
auditor engaged by either the auditor or the service organization (a) as part of an examination
engagement under SAS No. 70, (b) as part of an agreed-upon procedures engagement 5 , or (c)
to work under the direction of the auditor of the entity's financial statements. Confirmations
from a service organization generally do not provide evidential matter about its controls.

PERFORMING SUBSTANTIVE TESTS
1 3.
The auditor should use the assessed levels of inherent and control risk to determine the
acceptable level of detection risk for assertions about financial instruments and to determine
the nature, timing, and extent of the substantive tests to be performed to detect material
misstatements of the assertions. Some substantive tests address more than one assertion
about a financial instrument. Whether one or a combination of substantive tests should be
used to address a financial instrument assertion depends on the auditor's assessment of the
inherent and control risk associated with it as well as the auditor's judgment about a test's
effectiveness.

4

SAS No. 70, Reports on the Processing of Transactions by Service Organizations (AICPA, Professional
Standards, vol. 1, AU sec. 324), provides guidance on auditor's reports on the controls placed in operation by a
service organization and the operating effectiveness of those controls.
5

SSAE No. 4, Agreed-Upon Procedures Engagements (AICPA, Professional Standards, vol. 1, AT sec. 600),
provides guidance on applying agreed-upon procedures to controls.
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14.
Evaluating evidential matter for assertions about financial instruments may require the
auditor to use considerable judgment. That may be because the assertions, especially those
about valuation, are based on highly subjective assumptions or are particularly sensitive to
changes in the underlying assumptions. As examples, valuation assertions may be based on
assumptions about the occurrence of future events for which expectations are difficult to
develop or on assumptions about conditions expected to exist over a long period. Accordingly,
competent persons could reach different conclusions about estimates of fair values or
estimates of ranges of fair values. Considerable judgment may also be required in evaluating
evidential matter for assertions based on features of the financial instrument and applicable
accounting principles, including underlying criteria, that are both extremely complex. In those
situations, the auditor should consider the guidance in SAS No. 57, Auditing
Accounting
Estimates (AICPA, Professional Standards, vol. 1, AU sec. 342), on obtaining and evaluating
sufficient competent evidential matter to support significant accounting estimates, and SAS
No. 73 on the use of the work of a specialist in performing substantive tests.
15.
Generally accepted accounting principles require management to periodically assess the
effectiveness of a hedging relationship in order for designated hedging instruments and hedged
items or transactions to continue to qualify for hedge accounting. 6 The auditor should gather
evidential matter to support the initial designation of the instrument as a hedge and the
continued application of hedge accounting.
16.
The provision by a service organization of services that are part of the entity's
information system may affect the nature, timing, and extent of the auditor's substantive tests
in a variety of ways. Examples include the following:
•

The supporting documentation, such as contracts and loan valuations, may be
located at the service organization's facilities. As a result, either the auditor of
the entity's financial statements, an auditor working under the direction of that
auditor, or an auditor engaged by the service organization may need to visit the
facilities to inspect the documentation.

•

Data processing services, investment advisors, holders of financial instruments,
recordkeepers, and other service organizations may electronically transmit,
process, maintain, or access significant information about the entity's financial
instruments. In that situation, it may not be practical or possible for the auditor
to reduce detection risk to an acceptable level without identifying controls
placed in operation by the service organization or the entity and gathering
evidential matter about the operating effectiveness of those controls.

•

Service organizations may initiate securities trades for the entity and hold and
service the securities. In determining the level of detection risk for substantive
tests, the auditor should consider whether there is a separation of duties for the
services provided. For example —

6

Paragraphs 20 and 28 of FASB Statement No. 133 require management to periodically reassess the effectiveness of
hedging relationships whenever financial statements or earnings are reported, and at least every three months.
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—

When one service organization initiates trades as an investment advisor
and another service organization holds and services those securities, the
auditor may corroborate the information provided by the two
organizations. For example, the auditor may confirm holdings with the
holder of the securities and apply other substantive tests to transactions
reported by the entity based on information provided by the investment
advisor. Depending on the facts and circumstances, the auditor also may
confirm transactions or holdings with the investment advisor and review
the reconciliation of differences.

—

If one service organization initiates trades as an investment advisor and
also holds and services the securities, all of the information available to
the auditor is based on the service organization's information.
The
auditor may be unable to sufficiently limit audit risk without obtaining
evidential matter about the operating effectiveness of one or more of the
service organization's controls.
An example of such controls is
establishing independent departments to provide the investment advisory
services and the holding and servicing of securities, then reconciling the
information about the securities that is provided by each department.

Existence or Occurrence
17.
Substantive tests for existence or occurrence assertions about financial instruments
may include —
•

Confirmation with the holder of or the counterparty to the financial instrument.

•

Inspecting underlying agreements and other forms of supporting documentation,
in paper or electronic form, for amounts reported.

•

Inspecting supporting documentation for subsequent realization or settlement
after the end of the reporting period.

•

Analytical procedures. 8

•

Inquiry and observation.

Completeness
18.

Related substantive tests may include —

7

SAS No. 67, The Confirmation Process (AICPA, Professional Standards, vol. 1, AU sec. 330), provides guidance
to auditors in using confirmations as substantive tests of financial statement assertions. Confirmations may be used
as a substantive test of different financial statement assertions about financial instruments. For example, a
confirmation may be designed to obtain information about assumptions underlying valuation assertions and about
the ability of a holder to deliver a financial instrument when required by the entity.
8

SAS No. 56, Analytical Procedures (AICPA, Professional Standards, vol. 1, AU sec. 329), provides guidance to
auditors in using analytical procedures as substantive tests.
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•

Requesting the holder or counterparty to the financial instrument to provide
information about the financial instrument. 9

•

Inspecting agreements for embedded financial instruments.

•

Inspecting documentation for activity subsequent to the end of the reporting
period.

•

Analytical procedures.

•

Inquiry and observation.

•

Reading other information, such as minutes of finance committees.

Rights and Obligations
1 9.

Substantive tests for rights and obligations assertions may include —
•

Confirmation of significant terms with the holder of or the counterparty to the
financial instrument.

•

Inspecting underlying agreements and other forms of supporting documentation,
in paper or electronic form.

Valuation
20.
Generally accepted accounting principles may require that management's intent and
ability be considered in valuing certain financial instruments. For example, whether—

21.

•

Debt securities are reported at their cost may depend on management's intent
and ability to hold them to their maturity.

•

Equity securities are reported using the equity method
management's ability to significantly influence the investee.

may depend

on

In evaluating management's intent and ability, the auditor should —
a.

Consider whether management's activities corroborate or conflict with its stated
intent.
As an example, the auditor should evaluate an assertion that
management intends to hold debt securities to their maturity by examining
evidence such as documentation of management's strategies and sales and
other historical activities with respect to those instruments and similar
instruments.

9

SAS No. 67 (AICPA, Professional Standards, vol. 1, AU sec. 330.17) discusses the blank form of positive
confirmation in which the auditor does not state the amount or other information but instead asks the respondent to
provide information.
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b.

Determine whether generally accepted accounting principles require management
to document its intentions and specify the content and timeliness of that
documentation. 10 The auditor should consider inspecting the documentation and
obtaining evidential matter about its timeliness. The auditor also should consider
determining whether the results of hedging activities are consistent with the
documented strategy.

c.

Determine whether management's activities, contractual agreements, or the
entity's financial condition provide evidence of its ability. For example —
—

Management's cash flow projections may suggest that it does not have
the ability to hold debt securities to their maturity.

—

Management's inability to obtain information from an investee may
suggest that it does not have the ability to significantly influence the
investee.

—

If the entity asserts that it maintains effective control over securities
transferred under a repurchase agreement, the contractual agreement
may be such that the entity actually surrendered control over the
securities and therefore should account for the transfer as a sale instead
of a secured borrowing.

The auditor ordinarily should obtain written representations from management confirming
aspects of management's intent and ability. 11
22.
Tests of valuation assertions should be designed according to the valuation method
used for the measurement or disclosure. Generally accepted accounting principles may require
that a financial instrument be valued based on cost, the investee's financial results, the amount
due under a contract, or fair value. They also may require disclosures about the value of a
financial instrument and specify that impairment losses should be recognized in net income
prior to their realization. Procedures for evaluating management's consideration of the need to
recognize impairment losses are discussed in paragraphs 37 and 38 of this SAS.
23.
Valuation Based on Cost. Procedures to obtain evidence about the cost of financial
instruments may include inspection of documentation of the purchase price, confirmation with
the issuer or holder, and testing discount or premium amortization, either by recomputation or
analytical procedures. The auditor should evaluate management's conclusion about the need to
recognize an impairment loss for a decline in the instrument's fair value below its cost that is
other than temporary.

10

Paragraphs 20 and 28 of FASB Statement No. 133 require formal documentation of prescribed aspects of hedging
relationships at the inception of the hedge. In addition, paragraph 83 of FASB Statement of Financial Accounting
Standards No. 115, Accounting for Certain Investments in Debt and Equity Securities, requires an investor to
document the classification of debt and equity securities into one of three categories—held-to-maturity, availablefor-sale, or trading—at their acquisition.
11

SAS No. 85, Management Representations (AICPA, Professional Standards, vol. 1, AU sec. 333), provides
guidance to auditors in obtaining written representations from management.
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24.
Valuation Based on an Investee's Financial Results.
Financial statements of the
investee provide evidential matter about its financial results. Financial statements that have
been audited by an auditor whose report is satisfactory, for this purpose, to the investor's
auditor generally constitute sufficient evidential matter. If the investee's financial statements
are not audited, the auditor should apply, or should request that the investor arrange with the
investee to have another auditor apply, appropriate auditing procedures to the financial
statements, considering the materiality of the investment in relation to the financial statements
of the investor.
25.
If the carrying amount of the investment reflects factors that are not recognized in the
investee's financial statements or fair values of assets that are materially different from the
investee's carrying amounts, the auditor should consider obtaining current evaluations of these
amounts. Paragraphs 31 through 35 of this SAS provide guidance on audit evidence that may
be used to corroborate assertions about the fair value of assets, and paragraphs 37 and 38
provide guidance on procedures for evaluating management's consideration of the need to
recognize impairment losses.
26.
If a time lag between the date of the entity's financial statements and those of the
investee has a material effect on the entity's financial statements, the auditor should determine
whether the entity's management has properly considered the lack of comparability. The effect
may be material, for example, because the time lag is not consistent with the prior period in
comparative statements or because a significant transaction occurred during the time lag.
27.
Evidence relating to material transactions between the entity and the investee should be
obtained to evaluate the propriety of the elimination of unrealized interentity profits and losses
and the adequacy of disclosures about material related party transactions.
28.
The auditor should evaluate management's conclusion about the need to recognize an
impairment loss for a decline in the financial instrument's fair value below its cost that is other
than temporary.
29.
Valuation Based on the Amount Due Under a Contract. Ordinarily, procedures to test
valuation assertions about amounts due under a contract, such as a trade account or a
guaranteed investment contract, primarily consist of confirmation with the counterparty or
inspection of documentation supporting the balance.
The auditor should evaluate
management's judgments about the asserted values of those instruments.
30.
Valuation Based on Fair Value. The auditor should obtain evidence corroborating the
fair value of financial instruments measured or disclosed at fair value. The method for
determining fair value may be specified by generally accepted accounting principles and may
vary depending on the industry in which the entity operates or the nature of the entity. Such
differences may relate to the consideration of price quotations from inactive markets and
significant liquidity discounts, control premiums, and commissions and other costs that would
be incurred to dispose of the financial instrument. The auditor should determine whether
generally accepted accounting principles specify the method to be used to determine the fair
value of the entity's financial instruments and evaluate whether the determination of fair value
is consistent with the specified valuation method. The method for determining fair value also
may vary depending on the type of asset or liability. For example, the fair value of an
obligation may be determined by discounting expected future cash flows, while the fair value of
an equity security may be its quoted market price. Paragraphs 31 through 35 of this SAS
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provide guidance on audit evidence that may be used to corroborate assertions about fair value;
the guidance should be considered in the context of specific accounting requirements.
31.
Quoted market prices for securities listed on national exchanges or over-the-counter
markets are available from sources such as financial publications, the exchanges, the National
Association of Securities Dealers Automated Quotations System (NASDAQ), or pricing services
based on sources such as those. For certain other financial instruments, quoted market prices
may be obtained from broker-dealers who are market makers in those instruments. If quoted
market prices are not available for the financial instrument, estimates of fair value frequently
can be obtained from third-party sources based on proprietary models or from the entity based
on internally developed or acquired models.
32.
Quoted market prices obtained from publications or from national exchanges and
NASDAQ are generally considered to provide sufficient evidence of the fair value of
investments. However, using a price quote to test valuation assertions may require special
knowledge to understand the circumstances in which the quote was developed. For example,
quotations published by the National Quotations Bureau or provided by the counterparty to an
option to enter into a derivative financial instrument may not be based on recent trades and
may only be an indication of interest. In some situations, the auditor may determine that it is
necessary to obtain fair-value estimates from broker-dealers or other third-party sources. The
auditor may also determine that it is necessary to obtain estimates from more than one pricing
source. For example, this may be appropriate if the pricing source has a relationship with an
entity that might impair its objectivity.
33.
For fair-value estimates obtained from broker-dealers and other third-party sources, the
auditor should consider the applicability of the guidance in SAS No. 73 or SAS No. 70. The
auditor's decision about whether such guidance is applicable and which guidance is applicable
will depend on the circumstances. The guidance in SAS No. 73 may be applicable if the thirdparty source derives the fair value of the financial instrument by using modeling or similar
techniques. If the entity uses a pricing service to obtain prices of financial instruments, the
guidance in SAS No. 70 may be appropriate.
34.
If the financial instrument is valued by the entity using a valuation model, the auditor
does not function as an appraiser and is not expected to substitute his or her judgment for that
of the entity's management. 12 The auditor may test assertions about the fair value determined
using a model by procedures such as —
•

Assessing the reasonableness and appropriateness of the model. The auditor
should determine whether the market variables and assumptions used are
reasonable and appropriately supported. Estimates of expected future cash
flows, for example, to determine the fair value of long-term obligations should be
based on reasonable and supportable assumptions.
The evaluation of the
appropriateness of valuation models and each of the variables and assumptions

12

Independence Standards Board (ISB) Interpretation 99-1, FAS 133 Assistance, provides guidance to auditors of
public companies on services an auditor may provide management to assist with the application of FASB Statement
No. 133 that would and would not impair the auditor's independence. Ethics Interpretation 101-3, Performance of
Other Services, provides general guidance to auditors of all entities on the effect of nonattest services on the
auditor's independence.
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used in the models may require considerable judgment and knowledge of
valuation techniques, market factors that affect value, and market conditions,
particularly in relation to similar financial instruments that are traded.
Accordingly, the auditor may consider it necessary to involve a specialist in
assessing the model.
•

Calculating the value, for example using a model developed by the auditor or by
a specialist engaged by the auditor, to develop an independent expectation to
corroborate the reasonableness of the value calculated by the entity.

•

Comparing the fair value with subsequent or recent transactions.

35.
Negotiable securities, real estate, chattels, or other property is often assigned as
collateral for loans, investments in debt securities, and other financial instruments. If the
collateral is an important factor in evaluating fair value and collectibility of the financial
instrument, the auditor should obtain evidence regarding the existence, fair value, and
transferability of such collateral as well as the investor's rights to the collateral.
36.
Generally accepted accounting principles may specify how to account for unrealized
appreciation and depreciation of the fair value of the financial instruments. The auditor should
evaluate management's conclusion about the need to recognize in net income an impairment
loss for a decline in fair value that is other than temporary.
Impairment Losses
37.
Determinations of whether losses are other than temporary often involve estimating the
outcome of future events. Accordingly, judgment is required in determining whether factors
exist that indicate that an impairment loss has been incurred at the end of the reporting period.
These judgments are based on subjective as well as objective factors, including knowledge and
experience about past and current events and assumptions about future events. The following
are examples of such factors:
•

Fair value is significantly below cost and —
—

The decline is attributable to a condition specifically related to the
financial instrument or to conditions in an industry or in a geographic
area.

—

The decline has existed for an extended period of time.

—

Management does not possess both the intent and the ability to hold the
instrument for a period of time sufficient to allow for any anticipated
recovery in fair value.

•

The instrument has been downgraded by a rating agency.

•

The financial condition of the issuer has deteriorated.

•

Dividends have been reduced or eliminated, or scheduled interest payments have
not been made.
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•

The entity recorded losses from the financial instrument subsequent to the end
of the reporting period.

38.
The auditor should evaluate (a) whether management has considered relevant
information in determining whether such factors exist and (b) management's conclusions about
the need to recognize an impairment loss. That evaluation requires the auditor to obtain
evidence about factors that tend to corroborate or conflict with management's conclusions.

EFFECTIVE DATE
39.
This SAS is effective for audits of financial statements for periods beginning on or after
December 15, 1999. Early adoption is encouraged.
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